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War Production Loans 


By HENRY C. HAWES 
(Chicago Office) 


A general outline of the pro- 
visions made by the United States 
government for so-called V loans 
for financing war production may 
be of interest to borrowers and to 
accountants who are called upon to 
assist in the preparation of finan- 
cial statements, budgets, and re- 
ports required in connection with 
the loans. 

On March 26, 1942 the President 
issued Executive Order No. 9112, 
authorizing financing contracts to 
facilitate the prosecution of the 
war. Pursuant to the Executive 
Order, Regulation V was issued by 
the Board of Governors of the 
Federal Reserve System, effective 
April 6, 1942. 

The Executive Order and Regu- 
lation V provide for financing of 
contractors, subcontractors and 
others deemed by the War Depart- 
nent, Navy Department or Mari- 
time Commission to be engaged in 
businesses or operations necessary, 
appropriate or convenient for the 
prosecution of the war. The pri- 
mary purpose of guaranteed loans 
is to provide working capital; how- 
ever, the War and Navy Depart- 
ments may approve loans for the 
conversion of facilities in excep- 
tional cases. 


About September 1, 1943, the 
regulations were broadened to in- 
clude so-called V T loans which 
provide for extension of credit in 
cases where the borrower has ample 
net working capital but desires a 
loan commitment to provide for an 
adequate cash position upon the 
cancellation of war production con- 
tracts. At least a portion of the 
funds to be provided under such 
termination loans is to be available 
to the contractor for financing war 
production as well as for financing 
termination settlements. The ter- 
mination portion of the loan is 
intended to provide working assets 
upon the termination of contracts, 
while the war production portion 
of the loan is to cover inventories 
and accounts receivable applicable 
to all war contracts and payments 
to be made to suppliers and sub- 
contractors due to contract cancel- 
lations. These new regulations 
make it possible for a borrower 
with a relatively strong working 
capital position to secure loans 
which may be needed to provide 
cash for the resumption of regular 
operations upon the cancellation 
of war contracts. 

The loans are made by commer- 
cial banks or other financing insti- 
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tutions with the Federal Reserve 
banks acting as fiscal agents of the 
United States for the purpose of 
carrying out the provisions of 
Executive Order No. 9112 in accor- 
dance with the instructions of the 
War Department, Navy Depart- 
ment and Maritime Commission. 

Whenever it is feasible to do so, 
the loans are to be arranged through 
commercial banks or financing insti- 
tutions without any government 
guarantee or participation. Other- 
wise guarantees of the loans are 
given to the loaning institutions 
by the War Department, Navy 
Department or Maritime Com- 
mission through the Federal Re- 
serve banks acting as fiscal agents. 

Requests for V loans are made to 
a commercial bank or financing 
institution, which in turn makes 
application to a Federal Reserve 
bank on a form provided for that 
purpose. 

The maximum and minimum in- 
terest rates, fees and other charges 
in connection with loans guaran- 
teed in whole or in part are pre- 
scribed from time to time by the 
Board of Governors of the Federal 
Reserve System. The maximum 
annual interest rate is currently 
five percent and the minimum two 
and one-half percent. The financ- 
ing institution pays a guarantee 
fee to the guarantor on the guaran- 
teed portion of the loan. This fee 
varies with the percentage of the 
total loan guaranteed and with the 
interest rate charged, but may not 


exceed one-half of one percent per 
annum of the amount guaranteed. 

The portion of a loan guaranteed 
by the government varies, but it 
usually does not exceed 90 percent 
except in the most unusual and 
pressing cases. Outstanding loans 
may be included in the guarantee 
if the proceeds of the loans were 
used to finance war production con- 
tracts and provided that the financ- 
ing institution continues to assume 
a reasonable part of the original 
loan risk. The guarantee provision 
consists of a commitment on the 
part of the War Department, Navy 
Department or Maritime Com- 
mission to purchase the guaranteed 
portion of the loan from the finan- 
cing institution within ten days 
after receipt by the Federal Reserve 
bank of a written demand from the 
financing institution. Such written 
demand may be made at any time 
prior to the date of settlement be- 
tween the guarantor and the finan- 
cing institution. 

The guarantor reserves the right 
to purchase the guaranteed portion 
of the loan at any time such action 
may be deemed by it to be neces- 
sary in order to prevent or mini- 
mize a loss, or in order to prevent 
obstructions or delays in the bor- 
rower’s war production. No such 
purchase shall be made except 
ninety days or more after the 
original advance on the loan. 

The maturities of V loans cannot 
exceed five years. In actual prac- 
tice the individual promissory notes 
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\ revolving credit agreement is 
entered into between the borrower 
, providing 
for revolving loans up ti > an agreed 
or a speci- 
fied period. The terms of the loan 
agreements vary as between bor- 
in order to meet the needs 
of individual situations and may be 
depending upon 





nple or complex 
the circumstances. 

Prior to May 1, 1943 a commit- 
ment fee of one-half percent per 
annum on en unus sed portion of the 


revolving cre was generally 
charged by the e loaning agency. 
Also a } eee termination fee of 
one-fourth percent on the unused 


portion of a credit was frequently 
arranged to be paid by the bor- 
rower to terminate such unused 
credit. Since May 1, 1943, the 


servi hay dictated that the 
maximum commitment fee shall be 

uarter percent and that there 
shall be no termination fee. Credits 
arranged under V T ioan provis ions 


will provide for the payment to 
the financing institution of a com- 
mitment fee of one- half of one per- 
cent on the unused portion of the 
credit. A portion of this commit- 
ment fee is paid by the financing 


institution to the guarantor. 


W ar hati oduction Loans 





The agreement may provide for 
maintenance of a stated minimum 
vorking capital; require adequate 
insurance on inventories and fixed 
properties; require the prompt pay- 
ment of all taxes and the current 
purchase of federal tax notes; pro- 
hibit the mortgaging or pledging 
of present assets; limit fixed asset 
additions; restrict ¢ 
prohibit oe retirement of capital 
stock; and restrict dividend pay- 
Ments, Ctc. 

The amount of notes outs 
under the agreement is generally 
restricted to a given perceniage 
of inventories for performance of 
war contracts, receivables due un- 
der war contracts, and cash on hand 
and in banks, less advances received 
under war production contracts 

The company usually covenants 
not to incur any indebtedness for 
borrowed money except in accord- 
ance with the loan agreement, and 
with the consent of the financing 
institution, and in some cases also 
with the consent of the fiscal agent. 
It may accept addit 


fficers’ salaries 


tanding 


ional advances 
or loans from the United States 
government, department or agency 
thereof in respect to —: war pro- 
duction contracts if the 
institution has imposed no restric- 
tions relating thereto in the loan 
agreement. The loan 
usually permit a company to bor- 
row up to a stated percentage of 
the cost of fixed property acquired 
after the date of the loan agree- 
ment. 
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tutions with the Federal Reserve 
banks acting as fiscal agents of the 
United States for the purpose of 
carrying out the provisions of 
Executive Order No. 9112 in accor- 
dance with the instructions of the 
War Department, Navy Depart- 
ment and Maritime Commission. 

Whenever it is feasible to do so, 
the loans are to be arranged through 
commercial banks or financing insti- 
tutions without any government 
guarantee or participation. Other- 
wise guarantees of the loans are 
given to the loaning institutions 
by the War Department, Navy 
Department or Maritime Com- 
mission through the Federal Re- 
serve banks acting as fiscal agents. 

Requests for V loans are made to 
a commercial bank or financing 
institution, which in turn makes 
application to a Federal Reserve 
bank on a form provided for that 
purpose. 

The maximum and minimum in- 
terest rates, fees and other charges 
in connection with loans guaran- 
teed in whole or in part are pre- 
scribed from time to time by the 
Board of Governors of the Federal 
Reserve System. The maximum 
annual interest rate is currently 
five percent and the minimum two 
and one-half percent. The financ- 
ing institution pays a guarantee 
fee to the guarantor on the guaran- 
teed portion of the loan. This fee 
varies with the percentage of the 
total loan guaranteed and with the 
interest rate charged, but may not 


exceed one-half of one percent per 
annum of the amount guaranteed. 

The portion of a loan guaranteed 
by the government varies, but it 
usually does not exceed 90 percent 
except in the most unusual and 
pressing cases. Outstanding loans 
may be included in the guarantee 
if the proceeds of the loans were 
used to finance war production con- 
tracts and provided that the financ- 
ing institution continues to assume 
a reasonable part of the original 
loan risk. The guarantee provision 
consists of a commitment on the 
part of the War Department, Navy 
Department or Maritime Com- 
mission to purchase the guaranteed 
portion of the loan from the finan- 
cing institution within ten days 
after receipt by the Federal Reserve 
bank of a written demand from the 
financing institution. Such written 
demand may be made at any time 
prior to the date of settlement be- 
tween the guarantor and the finan- 
cing institution. 

The guarantor reserves the right 
to purchase the guaranteed portion 
of the loan at any time such action 
may be deemed by it to be neces- 
sary in order to prevent or mini- 
mize a loss, or in order to prevent 
obstructions or delays in the bor- 
rower’s war production. No such 
purchase shall be made except 
ninety days or more after the 
original advance on the loan. 

The maturities of V loans cannot 
exceed five years. In actual prac- 
tice the individual promissory notes 
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usually have ninety day maturities 
and the revolving credit is for a 
period of considerably less than 
five years. The term of V T loans 
is not to exceed three and one-half 
years. 


A revolving credit agreement is 
entered into between the borrower 
and the loaning agency, providing 
for revolving loans up to an agreed 
upon maximum amount for a speci- 
fied period. The terms of the loan 
agreements vary as between bor- 
rowers in order to meet the needs 
of individual situations and may be 
simple or complex depending upon 
the circumstances. 


Prior to May 1, 1943 a commit- 
ment fee of one-half percent per 
annum on the unused portion of the 
revolving credit was generally 
charged by the loaning agency. 
Also a credit termination fee of 
one-fourth percent on the unused 
portion of a credit was frequently 
arranged to be paid by the bor- 
rower to terminate such unused 
credit. Since May 1, 1943, the 
services have dictated that the 
maximum commitment fee shall be 
one-quarter percent and that there 
shall be no termination fee. Credits 
arranged under V T loan provisions 
will provide for the payment to 
the financing institution of a com- 
mitment fee of one-half of one per- 
cent on the unused portion of the 
credit. A portion of this commit- 
ment fee is paid by the financing 
institution to the guarantor. 





The agreement may provide for 
maintenance of a stated minimum 
working capital; require adequate 
insurance on inventories and fixed 
properties; require the prompt pay- 
ment of all taxes and the current 
purchase of federal tax notes; pro- 
hibit the mortgaging or pledging 
of present assets; limit fixed asset 
additions; restrict officers’ salaries; 
prohibit the retirement of capital 
stock; and restrict dividend pay- 
ments, etc. 

The amount of notes outstanding 
under the agreement is generally 
restricted to a given percentage 
of inventories for performance of 
war contracts, receivables due un- 
der war contracts, and cash on hand 
and in banks, less advances received 
under war production contracts. 

The company usually covenants 
not to incur any indebtedness for 
borrowed money except in accord- 
ance with the loan agreement, and 
with the consent of the financing 
institution, and in some cases also 
with the consent of the fiscal agent. 
It may accept additional advances 
or loans from the United States 
government, department or agency 
thereof in respect to any war pro- 
duction contracts if the financing 
institution has imposed no restric- 
tions relating thereto in the loan 
agreement. The loan agreements 
usually permit a company to bor- 
row up to a stated percentage of 
the cost of fixed property acquired 
after the date of the loan agree- 
ment. 
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Unsecured loans may be made 
but collateral is generally provided 
through assignment of the amounts 
due or to become due under specific 
war production contracts. The 
collections on such assigned ac- 
counts receivable are paid directly 
to the financing institution, are 
usually placed in a “‘cash collateral 
account,” and may be released to 
the borrower by the bank or ap- 
plied by it to reduce the loan. In 
the absence of provision for a cash 
collateral account, the proceeds 
may be applied directly to reduce 
the loan or may be released imme- 
diately to the borrower. 

The loan agreements generally 
provide that the various covenants 
of the company may be changed 
upon the consent of the bank and 
sometimes also with the consent of 
the fiscal agent. This is an impor- 
tant consideration since conditions 
may arise which would make it 
highly desirable for the borrower 
to make a change in certain cove- 
nants. For example, at the time of 
termination of hostilities, or prior 
thereto, many uncompleted war 
contracts will doubtless be can- 
celled. 

Considerable time may elapse 
before payment is received for in- 
ventories and other amounts due 
under government contracts which 
would enable the company to liqui- 
date the V loan. In the meantime, 
the company may need to secure 
additional funds to enable it to 
resume the production and sale 


of its regular products. Since pro- 
vision was made for so-called ter- 
mination or working capital loans 
about September 1, 1943, the re- 
quirements for working capital upon 
termination may now be antici- 
pated at the time a revolving credit 
is secured. In the case of war 
production loans outstanding at 
September 1, 1943, it is believed 
that the existing loan may be con- 
verted into a larger V T loan where 
the additional credit appears de- 
sirable. 

The guarantee of loans facilitates 
the extensions of necessary credit 
in cases where such credit would 
not be secured otherwise in ade- 
quate amounts. The guarantee 
agreement also provides consider- 
able protection to the lending 
institution and to the borrower in 
the case of cancellation of war pro- 
duction contracts. If one fourth 
or more of a_borrower’s total 
uncompleted war contracts, less 
payments received thereon, are 
cancelled, he may notify the finan- 
cing institution that he desires an 
adjustment of the loan. The matu- 
rity will then be suspended on a 
portion of the loan and interest 
waived on such portion. Briefly 
stated, this portion of the loan is 
arrived at by multiplying the out- 
standing loan, less any part on 
which the maturity has already 
been extended and interest waived, 
by the percentage which the 
amount of cancelled contracts is of 
the total amount of contracts on 
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hand, less payments received there- 
on. On agreements entered into 
since April 6, 1943, the amount to 
be suspended can not exceed the 
borrower’s investment in contracts 
cancelled. 

The waiver of interest begins 
from thirty days after receipt of 
the request for adjustment of the 
loan, and continues until ten 
days after full payment has been 
made to the borrower for amounts 
due him with respect to cancelled 
contracts. However, such waiver 
shall not extend beyond one year 
after final determination of the 
amount due the borrower, except 
by special permission of the guar- 
antor. The waived interest is paid 
to the bank by the guarantor of 
the loan, but such payment shall 
not exceed an annual rate of 244 
percent. 

The guarantee agreement recog- 
nizes the possibility that some dis- 
putes may be taken to the courts 
and allows for suspension of loan 
maturity until a final decision has 
been reached. It also provides 
that if a borrower initiates an 
appeal or requests a review from 
the determination of any court, 
waiving of interest on the sus- 
pended portion of the loan ceases. 

The loan application must be 
accompanied by a balance sheet 
and an operating statement for the 
most recent fiscal period of the 
applicant, certified by a person in 
a position to express an opinion as 
to the financial statements, but 





preferably by an _ independent 
public accountant. The Federal 
Reserve banks also require a “‘pro- 
jected loan budget” for a twelve- 
month period. Until recently the 
budget required was for the life 
of the credit. This is a monthly 
statement showing cash balances 
at the beginning of each month, 
anticipated cash receipts including 
V loan borrowings, and anticipated 
cash disbursements including pay- 
ments on V loans and cash balances 
at the end of each month. In addi- 
tion to the cash budget, the lending 
institution usually requests pro 
forma balance sheets for various 
dates during the period covered 
by the revolving credit agreement. 

These financial forecasts involve 
the preparation of a monthly oper- 
ating budget of income, cost of 
sales, expenses, income taxes and 
net profit. Under normal opera- 
ting conditions the preparation of 
operating and financial forecasts 
does not present serious difficulties. 
Wartime conditions confront the 
borrower with many uncertainties 
such as the amount and comple- 
tion dates of future war contracts; 
rate of collections on government 
contracts; changes in production 
costs; delays due to labor and ma- 
terial shortages; changes in design 
of the product; requirements for 
tools, equipment and additional 
floor space; income tax rates; 
renegotiation of profits, etc. A 
careful study of the situation and 
of all the uncertain factors must 
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be made in order to determine the 
maximum credit needed and the 
dates and amounts of actual borrow- 
ing in order to maintain an adequate 
cash balance and to determine the 
expectancy of loan retirements. 

The guarantee agreement pro- 
vides that the financing institution 
and the guarantor of the loan shall 
be kept informed of any unfavor- 
able change in the financial con- 
dition or in the business or in the 
collateral to the loan. The loan 
agreements usually require the bor- 
rower to furnish unaudited balance 
sheets and statements of profit and 
loss each month. Also, within 
ninety days after the close of the 
fiscal year, the company is required 
to furnish the bank, in duplicate, a 
report on the financial statements 
of the company by independent 
certified public accountants. 

The balance sheet treatment as 
a current or noncurrent liability of 
loans made under these revolving 
credit agreements may give rise to 
some difference of opinion. It may 
be contended that, since the credit 
is granted for periods exceeding 
one year, and since the financial 


budget submitted does not antici- 
pate a net reduction in the loan 
within one year from the balance 
sheet date, the joan is a noncurrent 
liability. However, the individual 
notes mature in less than one year 
(usually ninety days) and the cash 
received in payment of assigne 
accounts may be applied by the 
bank to reduce the loan. The loans 
may also be reduced at the option 
of the borrower. 

The collateral assigned to the 
loans, consisting of amounts due 
from government contracts, is a 
current asset and the proceeds of 
such accounts are usually applied 
to pay maturing notes payable 
currently. in the event of any 
default in respect to the loan 
agreement by the borrower, or in 
case of any breach of warranty or of 
any misrepresentation, or of any 
failure on the part of the borrower 
to pay his debts as they mature, 
the bank may terminate its obli- 
gation to extend credit. In view of 
the above conditions and circum- 
stances, it seems that V loans must 
most often be classified as current 
liabilities. 
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A Chance for the Old Boys to Serve 


By WILLIAM G. WILKINS 
(New York Office) 


Were you in the Navy during 
the last war? Do you own a sea- 
worthy vessel or fast cruiser? Would 
you like to learn seamanship, navi- 
gation, signalling? Have you a 
mechanical hobby, such as car- 
pentry, mechanics or radio? Will 
you give up a minimum of twenty- 
four hours a week of your time? 
If you can answer any one of the 
foregoing questions in the affirma- 
tive, there is a chance that you may 
be accepted as a Temporary Re- 
servist in the United States Coast 
Guard. Stand by, mates—here is 
the lowdown from the laying of 
the keel to date! 

The Coast Guard Reserve, es- 
tablished by the Congress of the 
United States by legislation known 
as the Coast Guard Auxiliary and 
Reserve Act of 1941, is a compo- 
nent part of the United States 
Coast Guard. It consists of two 
classes of Reservists, namely, Regu- 
lar and Temporary. All references 
hereinafter apply to Temporary 
Reservists only. 

The original purpose of the Coast 
Guard Reserve was to provide a 
trained force of officers and men 
which, when added to the regular 
personnel of the Coast Guard, 
would be adequate to enable the 
Service to perform such duties as 
might arise through extraordinary 





or emergency conditions. Through 
expansion and development of the 
idea the Reservist has taken on 
added duties, such as maintenance 
of security patrols ashore and 
afloat in areas designated as re- 
stricted by the armed forces, per- 
forming liaison with Coast Guard 
stations, station boats guarding 
harbors and channels, lighthouses, 
lightships, etc. : 

Reservists, while engaged on 
active duty (which, incidentally, 
is without pay) are vested with 
the same power, authority, rights, 
and privileges, and are subject to 
the same laws, regulations and 
orders for the government of the 
Coast Guard as members of the 
regular Coast Guard of similar 
ranks, grades, or ratings, except 
that there is no exemption from 
liability for selective training and 
service under the Selective Train- 
ing and Service Act of 1940, as 
amended. 

The physical standards pre- 
scribed for the Reserve are the same 
as those required for the regular 
Coast Guard, with due considera- 
tion, however, for age and for the 
character of duty to be assigned. 

Upon acceptance of application 
for membership in the Reserve the 
oath prescribed by law is adminis- 

(Continued on page 27) 
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Outline of Inventory Valuation Policies 
and a “Suggestion” 


By HERBERT G. BOWLES 
(Los Angeles Office) 


FOREWORD 


Inventory valuation policies are 
significant to financial position and 
to earnings only if inventories are 
substantial in relation to total 
assets. Thus the valuation policy 
for supplies inventory of a public 
utility with huge investment in 
plant properties may be relatively 
unimportant, since neither the bal- 
ance sheet nor statement of income 
is materially influenced thereby. 


GENERALLY RECOGNIZED RULE 


The generally recognized policy 
for pricing inventories is the “lower 
of cost or market” rule. Over many 
years of experience this rule has 
demonstrated its soundness. The 
reasons for its adoption may best 
be understood by reviewing its 
accomplishments, as later devel- 
oped. While the policy can be 
simply stated, its application in 
practice is subject to such a wide 
range of alternative interpretations 
that it is more in the nature of a 
general rule, encompassing many 
distinct inventory pricing policies, 





*This article is the outgrowth of several 
conferences of credit men which Mr. Bowles 
attended. The “suggestion” was made dur- 
ing the conferences primarily for the purpose 
of provoking discussion. 


than a separate accounting policy 
of itself. These alternatives relate 
to the basis of establishing cost for 
comparison with market. As to 
the application of the lower of 
cost or market to a specific inven- 
tory, widespread practice has been, 
when feasible, to apply it to each 
item of stock before recapitulating 
totals. 


Objectives 
COMMUNITY OF INTERESTS 


The objective in establishing an 
inventory valuation policy is com- 
mon to management, credit 
grantors, governmental regulatory 
bodies, stockholders, and other 
owners. This must be true since 
the more fairly statements reflect 
financial position and earnings, 
the greater their informative value 
and their reliability. It is, of 
course, the direct responsibility of 
management to decide upon an 
inventory valuation policy. 


MANAGEMENT OBJECTIVES 


Management characteristically 
admits past errors while emphasiz- 
ing future prospects. To start the 
new period with a clean slate, to 
make possible a fair earnings record 
in the year to come, is often a 
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dominant consideration. Major ob- 
jectives of management are next 
described. 


Correcting Past Mistakes: Dam- 
aged and overstocked goods are 
written down from cost to a market 
price computed at realizable sales 
value, less: (1) a minimum allow- 
ance for selling and other operating 
expenses, or (2) a maximum allow- 
ance for the usual gross profit 
margin. Ordinarily, the maximum 
allowance applies when quantities 
involved are substantial, but may 
be used in any event. 


Recognizing Economic Changes: 
Goods purchased during a period of 
downward movement in price levels 
are written down from cost to repro- 
ductive or replacement cost. 

Goods obsolete by reason of in- 
troduction of new competitive prod- 
ucts or changes in purchasing power 
and demand are written down to 
market value computed as in re- 
spect of damaged and overstocked 
merchandise. 


Avoiding Inflation in Profits: 
Goods acquired during a period of 
upward movement in price levels 
at a cost less than replacement or 
reproductive cost are stated at cost, 
thus avoiding the unsound practice 
of reporting unrealized price appre- 
ciation as a profit. 

Violent fluctuations in earnings 
in succeeding operating periods are 
avoided or minimized to the extent 


that such fluctuations were occa- 
sioned by price level movements. 


New Products: Newly developed 
manufactured product lines are 
written down from the excessive 
cost incurred during developmental 
stages to the lower of: (1) an esti- 
mated normal volume reproduction 
cost, or (2) net realization from 
sales. 


Selection of Inventory 
Valuation Policy 


No HARD AND FAST RULE 


With these objectives in mind, 
how can management best select 
an inventory valuation policy? It 
should be recalled that no definitive 
inventory valuation policy has been 
yet devised, that there is no hard 
and fast rule by which management 
can ascertain the policy most suit- 
able for a business enterprise at any 
particular point of time. Compara- 
ble or similar businesses are never 
identical nor is the management of 
any enterprise endowed with infalli- 
ble judgment in the adoption of a 
particular valuation policy. 

In an article on “Research in 
Inventories,” in the April, 1942, 
Journal of Accountancy, Walter A. 
Staub, in referring to the study 
which the research department of 
the American Institute of Account- 
ants had been conducting for some- 
what over a year, stated that 
the study “‘has indicated that there 
are almost endless ramifications of 
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the question as to the proper basis 
of stating inventories in the balance 
sheet and the income or profit-and- 
loss statement .. .” 


CASE STUDIES 


Only after the most careful con- 
sideration of all factors bearing 
upon an individual situation can an 
inventory policy be intelligently 
adopted. Illustrations of this neces- 
sity from case studies are legion. 
Perhaps two may be mentioned to 
advantage. 

Market in the sense of repro- 
ductive or replacement cost is ob- 
jectively determinable. If goods on 
hand cost more than such market 
value, they should ordinarily be 
written down. If, however, a non- 
cancellable contract of sale at a 
fixed price has been executed, the 
particular goods needed to perform 
under this contract have in effect 
a different market value and need 
not be written down to an amount 
less than their known sales value 
after allowing for usual profit mar- 
gins. Thus similar stock may be 
properly priced at different unit 
values in assembling an inventory. 

The popularity of the LIFO in- 
ventory policy rests usually upon 
its expected influence in leveling 
out profit peaks and valleys in 
successive periods. However, when 
a manufacturing business sells its 
product at semifixed sales prices 
which respond to movements in 
raw material price levels only slow- 
ly, if at all, the adoption of the 


LIFO technique may have an oppo- 
site effect and may increase both 
the frequency and intensity of fluc- 
tuations in earnings. 


CONSISTENCY IN ACCOUNTING 
POLICY 

As in respect of many other ac- 
counting policies, inventory valua- 
tion may be sound upon any of 
several alternate bases. The par- 
ticular policy adopted is often less 
important than consistency in ap- 
plication. This emphasis arises 
from the marked trend in recent 
years to view the income statement 
as more important than the balance 
sheet. 


Genealogy of the Problem 


HYPOTHETICAL SITUATIONS 

One may ask why inventories 
engender such widespread differ- 
ences of opinion as to their proper 
valuation. Other current assets 
seem to offer little difficulty and 
almost no controversy. What are 
the characteristics of inventories 
which make them the problem 
children of the balance sheet? 

To shed light upon this question 
let us consider hypothetical illus- 
trations. Suppose a business sold 
all of its product within an operat- 
ing period and had no inventory at 
any balance sheet date. The in- 
ventory valuation problem would 
not exist for this fortunate enter- 
prise. 

Suppose again that price levels 
of materials, labor, and services 
were stabilized. Inventories would 
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be universally stated at cost, sub- 
ject only to the usually minor or 
exceptional adjustments to recog- 
nize damaged, obsolete or over- 
costed items. 


CONCLUSION 

It is clear that the inventory 
valuation problem arises from price 
level movements coupled with the 
influence of inventories upon earn- 
ings of more than one operating 
period, that is, their nature as 
deferred charges against future 
operations at any balance sheet 
date. If either of these common 
causes is absent, there is no prob- 
lem. 

Theory of the Lower of 
Cost or Market 


PRO AND CON 

The “‘lower of cost or market” 
rule has been attacked as a viola- 
tion of accounting principles requir- 
ing the matching or offsetting of 
revenues against related costs with- 
in an accounting period. This 
attack is predicated upon an inter- 
pretation of “‘cost’’ as an inflexible 
number of dollars, or historical 
cost, irrespective of changes in the 
purchasing power of the dollar. 
However, to state inventories only 
at such cost would violate other 
accounting precepts, that known 
losses must be recognized in the 
statement of income, that current 
assets be stated at not more than 
their present day dollar values. 


SOURCE OF DIFFICULTY 
As already mentioned, the con- 


flict arises from changing values of 
the dollar. If amounts appearing 
upon financial statements were ad- 
justed by index factors a profit 
might become a loss, a surplus 
emerge as a deficit. It has not yet 
been demonstrated that this tech- 
nique, while sound in principle, is 
feasible in practice. Properties 
acquired for ten thousand 1840 
dollars are still combined with 
properties acquired for ten thousand 
1940 dollars and listed as “‘ proper- 
ties, at cost, $20,000” upon today’s 
balance sheets. 

The effect of application to in- 
ventories of the “‘lower of cost or 
market” rule is to recognize this 
changing value of the dollar only in 
a downswing of the price level. 
When the value of the dollar rises, 
repricing an inventory at the fewer 
dollars of replacement or repro- 
ductive cost at the end of an ac- 
counting period results in about 
the same number of index dollars 
as historical cost represents. In an 
upswing of the price level, the value 
of the dollar declines, and this de- 
preciation in dollars is not recog- 
nized by “the lower of cost or 
market” rule. Such recognition 
would require that the smaller num- 
ber of historical cost dollars com- 
prising the inventory valuation be 
increased by conversion to index 
dollars. It is noteworthy that 
where application of the “lower of 
cost or market’ rule results in a 
reduction of recorded inventory 
values the change can be said to 




















12 L. R. B. & M. Journal 





have theoretical support. Con- 
versely, omission to write up in- 
ventories in order to recognize 
depreciation in the value of the 
dollar is not as serious as it may 
first appear, since the result is to 
state inventories conservatively. 
Uncertainties in profit determina- 
tion are so extensive that a mini- 
mum alternative may be the wise 
course to pursue. 


Techniques in 
Determining Cost 


The more important prevailing 
techniques in determining cost, for 
application of the “‘lower of cost or 
market”’ rule, are described in 
ensuing paragraphs, particularly in 
relation to their effect upon profits. 


First-IN-FIRST-OUT 


During an upswing in price levels 
this technique tends to recognize 
price rises in earnings. During a 
downswing, it tends to understate 
earnings. The corollary effects are 
overstatements and _ understate- 
ments respectively of balance sheet 
amounts of inventories. 


AVERAGE COST 


The use of average cost tends to 
modify the recognition of earnings 
from price level rises and to temper 
the understatement of earnings 
from price level declines which 
characterize the use of first-in-first- 
out cost. Average cost is computed 
with respect to the entire account- 
ing period. 


RUNNING AVERAGE COST 


The running average cost basis 
is an average cost method applied 
during interim periods within the 
accounting period. Average costs 
are determined at each succeeding 
interim closing. Its effect upon 
earnings is somewhere in between 
the effects of average cost and of 
first-in-first-out cost, depending up- 
on the degree of irregularity in 
volume of purchases and consump- 
tion as between periods. If ending 
inventory quantities are derived 
entirely from most recent period 
purchases, it approaches the effect 
of the first-in-first-out method. If 
purchases are in early periods and 
consumption in later periods, it 
approaches the effect of average 
cost. 


Basic UNIT Cost 


Basic unit cost is used in respect 
to inventories of homogenous ma- 
terials, such as sand and rock or 
gravel aggregates, and frequently 
is established at or near the lowest 
unit market or cost price over a 
period of years. The use of this 
technique largely eliminates in- 
ventory adjustments and tends to 
state earnings fairly unless there 
are substantial changes in inventory 
quantities at year ends. In this 
latter event, the technique tends 
to understate earnings during up- 
ward price level swings and to over- 
state earnings during downward 
price level swings. It thus tends 
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to minimize fluctuations in earn- 
ings as between periods (especially 
when there have been no unusual 
changes in inventory quantities) 
and has an effect opposite to that 
of the first-in-first-out method. 


BASE STOCK 


A variation of the basic unit cost 
method is to apply it to only a 
fixed minimum quantity and to 
value excess quantities at the lower 
of recent cost or market. This 
variation is termed a “base stock” 
method. The base stock conception 
may have gained some standing by 
relating it to such items as fluid 
inventories in pipe lines which are 
never empty. However, it must be 
evident that some irreducible mini- 
mum stock characterizes every 
“going concern’ business enter- 
prise, whether on store shelves or 
in factory warehouses. 


Last-IN-FiIrsT-OUT 


This technique, lately often men- 
tioned as the LIFO method, if 
adopted at a low point in the price 
level swing, has somewhat the same 
effect as the basic unit cost method. 
If adopted at a high point in the 
price level swing, it must subse- 
quently be adjusted by application 
of the “lower of cost or market’ 
rule to the basis it would have had 
if adopted at the low point in the 
swing. Changes in inventory quan- 
tities, however, vary the valuations 
reached by this technique and 
modify its leveling influence upon 


earnings as compared with the 
basic unit cost method. Thus sub- 
stantial increases in inventory quan- 
tities will increase unit inventory 
values during an upward swing in 
price levels and will reduce them 
during a downward swing. The in- 
fluence of these inventory quantity 
changes upon earnings is similar to 
that of the first-in-first-out method 
but sharply modified in amount or 
relativity. Substantial decreases in 
inventory quantities will not affect 
unit prices but will tend to over- 
state earnings during upswings in 
price levels in any event, and to 
understate them during downswings 
unless the unit value was adopted 
at the bottom of the price level 
swing. In this latter event, the 
method will result in some over- 
statement of profits even during a 
downswing in price levels. 


RETAIL METHOD 


The retail method of inventory 
valuation used in merchandising 
enterprises may be either a straight 
cost method or an application of the 
rule ‘the lower of cost or market.” 
If markdowns are comprehensive, 
obsolescence, overstocks, and 
damaged goods are thereby written 
down to realizable values. Aggre- 
gate value is established by listing 
items at selling prices and then de- 
ducting the average gross profit 
percentage to arrive at cost. This 
method is not only a convenient 
way to calculate cost but serves, in 
the case of markdowns, to recognize 
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value shrinkage and to state indi- 
vidual items at a price which, plus 
the usual gross profit margin, meas- 
ures its current selling price. 


General 
RESERVES 


A word about inventory reserves 
may be timely. Whether valuation 
or so-called contingency in title 
and character, the inventory re- 
serve, if provided from and restored 
to current earnings, is analogous in 
effect upon net income to adirect 
write-down of inventories. Direct 
write-downs customarily are re- 
flected in cost of sales unless so 
material as to distort income com- 
parisons. The use of inventory 
reserves may occasion the appear- 
ance of reserve additions or reduc- 
tions in other groupings on the 
income statement. These varia- 
tions in treatment are largely 
technical matters. 

If the reserve method is used, it 
is the measure, at any balance sheet 
date, of the difference between the 
amount at which the inventory is 
stated and the amount at which such 
inventory would have been stated 
if adjustments were made directly 
to the inventory account. There is 
little theoretical support for the 
sometimes advanced contention 
that the use of the reserve method 
permits restoration of prior price 
write-downs to inventories in a 
recovery period. Such restoration 
is possible under any method. 


Some confusion may have arisen 
from the rule that with respect to 
long-term inventories, carried for- 
ward in part from prior years, cost 
shall be deemed to be not greater 
than the inventory value at the be- 
ginning of the period. This rule is 
in good standing despite the fact 
that such beginning price may have 
been substantially less than original 
cost. If the rule is good in applica- 
tion to direct inventory adjustment 
techniques, it would seem that it 
should be equally sound in respect 
to the reserve method. Adoption 
of a reserve basis cannot abrogate 
or circumvent sound inventory ac- 
counting policy, and, if it should be 
urged for price restoration ad- 
vantages, the recommendation must 
be recognized and treated for what 
it is, a challenge to the rule that 
cost shall be deemed not to exceed 
the basis at the beginning of the 
period, written down or not. 


CLASSES OF INVENTORY 


Inventories generally comprise 
raw materials, goods in process, and 
finished goods. Maintenance and 
service supplies, stationery, me- 
chanical spare parts, advertising 
and publicity equipment and ma- 
terials, and other types of items 
are sometimes, for convenience, 
listed as inventories. Comments in 
this outline are limited to raw ma- 
terials, goods in process, and finished 
goods. 

Finished goods as well as goods 
in process are either produced by 
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an enterprise or purchased in 
finished or incomplete but partially 
processed form. If manufactured, 
their cost is the composite of the 
raw material, labor, and manu- 
facturing overhead or burden costs 
which they occasioned. Finished 
goods of one division or depart- 
ment of a manufacturer may be 
raw material to another. In apply- 
ing the “lower of cost or market’ 
rule and in considering an inventory 
valuation policy, the period of con- 
version to and warehousing of 
finished goods may be important, 
since the effect of price movements 
is directly related to the length of 
time inventory items are on hand. 
Labor, overhead, and raw materials 
composing finished or in process 
goods are treated as separate in- 
ventories for market price com- 
parisons, market ordinarily being 
replacement or reproductive costs 
at the balance sheet date. 


A “Suggestion” for Discussion 


In an outline of alternate inven- 
tory valuation policies such as this, 
the comparative effects, advan- 
tages, and disadvantages of the 
several methods in popular usage 
are viewed side by side. One natur- 
ally seeks to identify and to isolate 
that method which combines the 
most advantages with the least dis- 
advantages. Does the basic unit 
price method provide such a com- 
bination? 





ADVANTAGES CLAIMED FOR BASIC 
Unit Cost METHOD 


It has been claimed that it 
accomplishes the objectives labori- 
ously and only incompletely real- 
ized by the LIFO and base stock 
techniques, that is, the minimizing 
of earnings fluctuations arising from 
price level movements. It avoids 
the notable disadvantages of first- 
in-first-out and the related average 
cost techniques which recognize 
price appreciation in earnings; and 
it eliminates the very substantial 
clerical work required to apply 
them. If properly established, it 
largely avoids the technical diffi- 
culties in application of the “‘lower 
of cost or market’ rule, since 
neither cost nor market should fall 
below basic unit cost. 


How It Works: In pleasant con- 
trast to the multiplying and pro- 
gressive difficulties faced in apply- 
ing other inventory valuation poli- 
cies, the detail work necessary in a 
basic unit cost method is largely 
completed at the time the method is 
adopted. Each important item of 
inventory is assigned a basic unit 
cost, estimated at the lowest unit 
cost or market price likely to attach 
to that item during an ensuing 
period of years sufficiently exten- 
sive to encompass a complete cycle 
in price movements. What is the 
lowest unit price, in the informed 
opinion of management, that will 
prevail during the next major de- 
pression period? Once unit prices 
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are established, computation of in- 
ventory values becomes simply the 
extension of amounts according to 
the number of physical units on 
hand. Procedures are standardized 
and routine, with attendant effi- 
ciency. Variations in prices and 
quantities purchased, consumed or 
produced, and on hand during 
interim periods, considerations con- 
tributing many a headache in 
application of other inventory valu- 
ation policies, are by-passed en- 
tirely. 


OBJECTIONS TO BASIC UNIT COST 
METHOD 


Are there, then, no objections to 
or disadvantages of the basic unit 
cost policy for inventory valuation? 
How can we reconcile the possible 
virtues of this policy with the fact 
that there is no hard and fast rule 
for determining the inventory valu- 
ation policy of a business enter- 
prise? The answer rests in prac- 
tical considerations and in a careful 
study of individual situations. A 
business organized during an in- 
flation period, when price levels are 
near the maximum of the upswing, 
cannot value inventories on its 
balance sheets (during early periods 
of its existence) by the basic unit 
cost method without thereby creat- 
ing an operating deficit. Few will 
seriously contend that the financial 
position of the enterprise can be 
fairly presented without recognizing 
higher inventory values. Businesses 
dealing in merchandise which goes 


through extremely wide price ranges 
may find that the basic unit cost 
method jeopardizes, from time to 
time, their balance sheet solvency 
and would therefore be imprac- 
ticable. 


THE BANKER’S VIEW 


Credit grantors sometimes object 
to what they deem to be substantial 
understatement of inventory val- 
ues, arising from LIFO or basic 
unit cost valuation policies. This 
objection is not valid. Marketable 
securities are commonly listed as 
current assets at cost, with perhaps 
materially higher market values in- 
dicated only parenthetically. The 
basic unit cost or LIFO inventory 
values could easily be related to 
current market values by similar 
explanatory comments. 


FURTHER STUDY 


It is hoped that this outline of 
inventory valuation policies may 
provoke comment from members of 
the L. R. B. & M. organization. The 
radical movements of prices during 
the past thirty years—far surpass- 
ing the experience of the decades 
antedating World War I—have 
raised many inventory problems 
and there is not yet agreement in 
the profession regarding the solu- 
tion of all of them. Further re- 
search and study will doubtless be 
necessary before the desired agree- 
ment on all inventory policies and 
procedures is reached. It would be 
a strange world if this were not so! 
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The Ross and Montgomery Prizes 


Incident to this year’s award of 
the Adam Averell Ross Prizes, Mr. 
T. Edward Ross received the fol- 
lowing interesting letter from Pro- 
fessor J. Lockwood, Chairman of 
the Accounting Department of the 
Wharton School of Finance and 
Commerce of the University of 
Pennsylvania: 


It is customary at this time of the year 
to inform you of the winners of the Adam 
Averell Ross Prizes established by you July 
11, 1939 in memory of your brother. 


The winner of the undergraduate prize, 
given to that student who having majored 
in Accounting gives most promise of success 
in that field on the basis of character, 
scholarship and personality, has been 
awarded to Roy A. Gardner, a graduate of 
the February 1943 class. Mr. Gardner has 
made an exceptionally good record with us 
in all accounting courses which he has taken. 
His record in other subjects in the Wharton 
School was well above the average, and in 
his Junior year he was elected to Beta 
Gamma Sigma, an honorary society. 


Roy A. Gardner’s mother and father died 
when he was very young, and he and his 
brother were raised for a number of years 
by a grandmother. It was necessary, how- 
ever, for him to finance his own college 
education, and this was accomplished in 
part by playing the church organ and also 
acting as pianist at musicals and teas held 
on and off the campus. We in the Account- 
ing Department have heard that he is a 
very accomplished musician and had de- 
veloped a high appreciation of music and 
the arts. Roy Gardner also marked Fresh- 
man and Sophomore papers for us during 
the two years immediately preceding his 
graduation. Following his graduation he 
accepted a position with the Carnegie 


Illinois Steel Company, but found it neces- 
sary to relinquish this position due to a 
call from his draft board. We are very 
pleased in the Accounting Department to 
have been able to award this prize to Roy 
Gardner. 


The second prize established by you, to 
be given to that student who has majored 
in Accounting in the Graduate Division, 
and who has presented the best thesis for 
the M. B. A. Degree, has been awarded by 
us to Benjamin A. Gladwin. Mr. Gladwin’s 
thesis was on the subject, “Legal Aspects 
of Accounting and Accounting Aspects of 
Law.”’ A few words concerning Mr. Glad- 
win might be in order. He has been with 
us for about one year, having relinquished 
a legal practice in Detroit to study Account- 
ing at the Wharton School. Mr. Gladwin 
graduated from the Harvard Law School 
about twenty-two or twenty-three years 
ago and has been a very successful lawyer 
to the best of our knowledge. We have 
found him to be a very able and very 
serious person, intent on securing the maxi- 
mum accounting information during the 
one year which he allowed himself in order 
to secure a degree. He informed me today 
that while he is going back into public 
practice, he believes that he will be a much 
better attorney because of his newly 
acquired accounting knowledge. 

I have suggested to Mr. Gladwin that 
he stop in to see you, or telephone you, 
within the next few days. 

Mr. Gardner is away at camp. I believe, 
however, that at his earliest opportunity 
he will stop at your office and personally 
thank you for the honor which you have 
enabled us to confer upon him. 


The Montgomery Prize was es- 
tablished by Colonel Montgomery 
in 1916, and is awarded annually to 
(Continued on page 28) 
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Montgomery Library of Accountancy 


This year’s report by Mr. Walter 
Hausdorfer, librarian of the School 
of Business at Columbia University 
in New York City, is of unusual 
interest. Unfortunately, limitations 
of space preclude its presentation 
in full in the L. R. B. & M. 
JOURNAL. Following are excerpts 
therefrom: 


With the world in agony of struggle for 
what is vital to all that seems most worth 
while, the problems of accounting history 
may appear remote and academic. Yet now 
as in the past business is basic to this huge 
enterprise of war—in production, in dis- 
tribution, and in financing. No less funda- 
mental accounting has been in previous 
wars and is now in keeping the large machine 
of business functioning properly, as it will 
be in stabilizing post-war conditions. 

How accounting aided in the past is illus- 
trated anew in the books of Clement Biddle 
of Philadelphia. After the Revolution, with 
dislocation in money and credit, the ac- 
countant, who was in this case Jonathan 
Williams, Jr., was faced with the task of ad- 
justing his books to a new and unstable 
currency. Going against the practice of the 
time he converted his records to Federal 
money. He continued to use three columns 
for notations, however: the first for dollars, 
the second for dimes, and the third for cents. 
Because much of the business was carried 
on in English currency he recorded the en- 
tries in both Federal and English systems. 
Investments presented still another prob- 
lem in that both income received and capital 
amounts had to be converted. Biddle held 
Military Certificates in pounds, Federal 
Funds, Jersey State Debt, script, and shares 
in the Bank of Pennsylvania. Since his 
waste book, journal and ledger for the 
period 1790-1799 have been acquired, they 
form a valuable record in business, and 





more specifically, in accounting history. 
Incidentally, the early use of the $ mark 
as well is excellently illustrated in these 
documents. 

OK 6 x 

In accord with the action of the Uni- 
versity Libraries to protect valuable books 
and manuscripts, practically all of the 
Montgomery Library was moved to a 
safety zone in South Hall. While the ma- 
terials are thus protected from damage or 
destruction through possible air raids, they 
can be obtained upon short notice. Only a 
few late editions and occasional manu- 
scripts for convenience of examination were 
left in the Business Library stacks and 
cases. 


Use of the collection has inevitably de- 
clined with the number of students in the 
School, and with interest in matters that 
do not pertain to the immediate concern 
with armed service. Mr. L. W. Korona of 
Pittsburgh has, however, continued to 
study American texts. Representatives of 
the International Business Machines Cor- 
poration have consulted with the Librarian 
on problems of a bibliographic nature. 


We believe, in spite of the decreased use of 
materials, that the Library should be built 
up even in these uncertain times, because 
when the demands for information come 
after the world has turned again to peaceful 
interests, there will be little time to catch 
up all the materials that may be available 
in the interim. There is good evidence even 
now that the movement toward this field, 
which was apparent before the war, will 
continue, for R. Emmett Taylor has pub- 
lished his life of Paciolo (No Royal Road), 
and current articles in professional journals 
sometimes have a historical slant. As men- 
tioned last year, what has happened to 
European collections during this most de- 
structive of wars will make collections here, 


(Continued on page 28) 
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A Declining Cost 


In this era of rising prices, or of 
threats of prices to go through 
established ceilings, and of much 
talk of black markets—which, inci- 
dentally, as in the case of the liquor 
bootlegger, can exist only if there 
are people willing to do business 
with them—it is refreshing to find 
an industry in which the average 
cost to consumers of its output has 
fallen since the outbreak of the war 
in Europe. 

The following letter from Mr. 
C. W. Kellogg, President of the 
Edison Electric Institute, to the 
Editor of The New York Times, 


which appeared in that newspaper 
during August, speaks for itself: 


In your issue of July 25 you published 
a chart showing the per cent increase since 
1939 of the principal items entering into the 
cost of living, as reported by the United 
States Bureau of Labor Statistics. In this 
chart the cost of “fuel, electricity” is shown 
as having increased 10.4 per cent since 
August, 1939. 

I am not doubting the accuracy of the 
bureau’s figures, but it has naturally given 
the impression that electric rates have in- 
creased. The reverse is the case. From 
August, 1939 to December, 1942, the 
average cost of twenty-five kilowatt hours a 
month went down 2.6 per cent and of 100 
kilowatt hours a month down 2.7 per cent. 

The reason the Bureau of Labor Statistics 
does not show the cost of electricity separ- 
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ately is probably because in its analysis it 
represents but 1.3 per cent of the cost of 
living. 

The point made in Mr. Kellogg’s 
letter is all the more interesting be- 
cause the falling cost has occurred 
in an industry which has been the 
subject of much political attack 
and criticism. 


The Accountant’s Judgment 


The transition from the practice 
of many years ago of the auditor 
endorsing on financial statements 
“Audited and Found Correct” 
(sometimes with “E. & O. E.” 
added) to the present day practice 
of the most important part of the 
accountant’s certificate being the 
expression of his opinion on the 
statements to which his certificate 
is appended, reflects the recognition 
of the fact that such statements are 
not precise statements of financial 
or economic fact but that they rest 
to a considerable extent on the 
exercise of judgment and discretion 
by the management in its appli- 
cation of accounting principles to 
the recording and presentation of 
the business transactions. It fol- 
lows logically that the work of the 
accountant in examining the finan- 
cial statements under review, and 
of the accounts underlying them, 
must perforce lead to the expression 
of his professional opinion on the 
fairness and reasonableness with 
which the management has exer- 
cised its judgment in the aforesaid 


application of accounting principles 
to business transactions. 

Such a formulation of opinion 
obviously involves the exercise of 
trained judgment based on intel- 
lectual integrity. It is important 
that the business world realize that 
the work of the accountant involves 
more than the verification of bare 
“facts.”” This was emphasized in 
the paper presented at the 1940 
annual meeting of the American 
Institute of Accountants by the 
then Chairman of the Securities and 
Exchange Commission, Mr. Jerome 
N. Frank, which he significantly 
entitled “The Sin of Perfection- 
ism.” 

To be sure there must be a 
foundation of factual data, tested 
as to its dependability, for the 
exercise of the judgment of the 
accountant in formulating his 
opinion. Insofar as this factual data 
is concerned, the accountant must 
make his examination thereof by 
such tests and to such an extent as 
to lead him to believe it may be 
relied upon. Even here it will be 
seen that the judgment of the ac- 
countant, based upon training and 
experience, must come into play. 

A mere mechanical sampling of 
sO many per cent of one class of 
transactions or of one kind of 
record, and so many per cent of 
another class or kind of record, is 
not sufficient. The underlying con- 
ditions of accounting methods in 
use, the interrelation of the records, 
the form of business and accounting 
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organization, with its resulting 
effect or influence on internal con- 
trol, the apparent effectiveness or 
otherwise of the functioning of 
internal check, the indication of 
conservatism or otherwise of the 
current accounting policies of the 
client, are among the factors which 
the auditor must consider in deter- 
mining the scope and extent of his 
testing of the factual data and of 
his review of the application of 
accounting principles to the re- 
cording of transactions and the 
eventual embodiment thereof in the 
financial statements. 


The exercise of judgment is of 
especial importance when there is 
an apparent conflict in determining 
the accounting principle applicable 
in a given situation or the manner 
in which it shall be applied. 


A Judicial Criticism 


The principle of taxation enunci- 
ated by Adam Smith almost two 
centuries ago that taxes should be 
laid in proportion to ability to pay 
appears in the present day to have 
been transformed into the axiom, 
“soak the rich.’”’ Also, in the ad- 
ministration of the tax laws, the 
principle that the taxpayer is to 
have the benefit of the doubt 
appears to have been abandoned, 
and the representatives of the tax- 
ing authorities sometimes evolve far 
fetched interpretations or applica- 
tions of the law provisions when 





examining returns made by tax- 
payers, thus placing on the lattera 
heavy burden of time and expense 
to establish the incorrectness of 
such law interpretations or appli- 
cations. 


This tendency has become steadi- 
ly worse, particularly during the 
past decade. It is, therefore, all 
the more refreshing to read of the 
courts coming to the rescue of a tax- 
payer in such acase. The New York 
Times of August 12 contained the 
following report: 


Bureaucrats who by arbitrary methods 
force citizens to pay taxes in excess of 
amounts due were criticized harshly yester- 
day by Surrogate James A. Delehanty in 
a decision settling an accounting of the 
estate of Mrs. Florine H. Sicher, wife of 
Dudley D. Sicher of 15 East Ejightieth 
Street. She died on June 30, 1938, leaving 
a gross estate of $922,804. 


Directions for allocation of inheritance, 
succession, transfer and estate taxes led to a 
question of law when taxing officials set a 
value of $45,000 in connection with a deed 
of trust dated Dec. 31, 1921, in which the 
decedent transferred funds to herself and 
her husband as trustees. Referring to this 
fund, Mr. Delehanty said: 


“In respect of the fund of $45,000 in- 
cluded in the tax estate, the record furnishes 
no intelligible explanation why the sum 
should have been included in the tax at all. 
Its inclusion appears to be another evidence 
of arbitrary and irrational conduct of taxing 
officers of the Government in forcing citi- 
zens to pay taxes in excess of the amounts 
actually due because some bureaucrat in the 
revenue department insists on the inclusion 
of an arbitrary addition to the taxable 
property of the deceased, though unable to 

(Continued on page 28) 
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N otes* 


The following members of the 
L. R. B. & M. organization have 
joined the armed forces since the 
June issue of the L. R. B. & M. 
JOURNAL: 

Baltimore: 

Clyde R. Holder 
Boston: 

Robert L. Hunter 

Richard R. Stebbins 
Chicago: 

Hal S. Wilson 
Cleveland: 

Lawrence A. Yates 
Dallas: 

Robert M. Harper 
Los Angeles: 

Edwin D. Alford 

Wilbur C. Hayhurst 

Will M. Mitchell 
Louisville: 

Howard D. Terman 
Philadelphia: 

Theodore N. Marchese 

John G. Nace 

Benjamin Simon 

William L. Regan 

Henry A. Gardner 

Harry S. Grimley 
Rockford: 

George Cain 

Joseph Vander Vennet 
San Francisco: 

Richard B. Sims 
New York: 

Lawrence P. Hourihan 

Murray J. Latz 

Merle S. Wick 
Seattle: 

Donald C. Ellsworth 





*Due to limitations of space in the June 
issue, which was largely a tax issue, some 
notes had to be carried over to this issue. 


Among the Marines who received 
citations for conspicuous gallantry 
in the campaign on Guadalcanal 
was Captain Charles J. Beasley, Jr., 
of our New York staff. His citation 
read: 


For conspicuous gallantry and intrepidity 
as an operations and training officer of the 
First Marine Division, during action against 
Japanese forces on Guadalcanal, Solomon 
Islands, on November 7-9, 1942. While en- 
gaged in operations to the west of Notapona 
River, in an area infested with harassing 
groups and snipers, Capt. Beasley, although 
previously wounded in a skirmish with the 
Japanese, persisted in continuing his duties. 

Frequently operating in advance posi- 
tions under hostile fire, he carried on 
throughout a severe engagement on No- 
vember 8, rendering valuable assistance 
until the situation had become secure. His 
courageous endurance and utter disregard 
of personal safety were in keeping with the 
highest traditions of the United States 
Naval Service. 


The New York Sun carried the 
following reference to Captain 
Beasley’s experiences on Guadal- 
canal: 


Played Bridge in Foxhole. 


Capt. Charles Beasley, known to his 
friends as Chuck, visited friends at The 
New York Sun recently, but made no men- 
tion of the acts which won him a citation. 
He also minimized a wound in his right 
hand and, in fact, seemed reluctant to dis- 
cuss his exploits. 

He did, however, describe a strange bridge 
game that he and three other officers car- 
ried on one night on Guadalcanal. They 
played on the rim of a foxhole, each player 
scuttling into a foxhole each time a Jap 



































Notes 





23 





shell whizzed over, then going on with the 
game. 

Capt. Charles Beasley formerly lived at 
57 Oldis Street, Rochelle Park, N. J. He is 
26 years old and a graduate of the Ridge- 
wood, N. j., High School and of Notre 
Dame University. A certified public ac- 
countant, he was associated with the New 
York accounting firm of Lybrand, Ross 
Brothers & Montgomery at 90 Broad street. 


A number of other newspaper ac- 
counts have appeared about his 
activity during the campaign, and 
in an article by Lieutenant Edward 
Lincoln Smith II, of the Medical 
Corps of the U. S. Naval Reserve, 
entitled ‘Marine, You Die!’’in the 
September issue of Harper’s Maga- 
zine, mention is again made of 
Captain Beasley. 

The following letter, dated June 
25, 1943, received by our Phila- 
delphia office from The American 
Red Cross Blood Donor Service, 
speaks for itself: 

The patriotic response of Lybrand, Ross 
Bros. and Montgomery to the call for blood 
donors is most gratifying. You will be 
happy to know that nearly one-third of 
the donors from the Packard Building came 
from your firm. . ‘ 

Miss Ivon Feenie has done so much to be 
helpful in this recruitment program—she 
gave us invaluable assistance, with sugges- 
tions as well. Your record is one to be 
proud of. 

Please accept the deep appreciation of all 
of us for the work your firm has done in this 
vital war effort. 

The splendid accomplishments of 
General Eisenhower in directing the 
North African and Italian cam- 





paigns to the successful issue of 
forcing Italy out of the war make 
the following excerpt from Colonel 
Montgomery’s Fifty Years of Ac- 
countancy, relating to his work as 
executive secretary of The War 
Policies Commission in 1931, of 
unusual interest at this time: 

. As I worked closely with Secretary 
Hurley, Acting Chief of Staff General 
Mosely, and Major Eisenhower (who had 
been assigned to work with me), I adopted 
their plans on military preparations in toto. 
I didn’t know anything about it and I be- 
lieved they did... . 

. . My relations with General Mosely 
and Major Eisenhower are among the 
pleasant memories of my life. My contacts 
were daily, sometimes hourly over a long 
period. . . Unfortunately for me, Major 
Eisenhower (Ike as he was affectionately 
called by his friends) was sent to the 
Philippines. . 


On July 5, 1943, Lester E. Norris 
passed away after having been a 
member of our New York staff for 
only a few months less than twenty- 
five years. He had been the head of 
the Banking and Brokerage Audit 
Department at the New York 
office for a number of years preced- 
ing the illness with which he was 
stricken some six years ago and from 
which he never recovered. He was 
exceptionally well versed in the 
theory and technique of accounting 
in the specialized fields of banking 
and brokerage and was highly re- 
garded by both our clients and the 
L. R. B. & M. organization. 
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In the “Twenty Years Ago” 
section of the August 15, 1943, 
N. A. C. A. Bulletin mention is 
made of the presentation of a trophy 
cup to the National Association of 
Cost Accountants by Mr. Lybrand 
in 1923, then president of the 
Association, for the annual golf 
competition, and of it being put in 
competition for the first time, at the 
Buffalo Convention in the same 
year. 

Colonel Montgomery has been 
unanimously reappointed by the 
Board of Regents of the University 
of the State of New York to the 
Council on Accountancy for a term 
of three years ending July 31, 1946. 
The Colonel has served as chairman 
of the Council since the New York 
legislature created it in 1929. 





The third edition of the Ac- 
countants’ Handbook, edited by 
Professor W. A. Paton, of the 
University of Michigan, and pub- 
lished by The Ronald Press Com- 
pany, has recently come from the 
press. Among the contributing and 
consulting editors, whose names 
appear in the volume, are Colonel 
Montgomery, Mr. Russell, and 
Mr. Staub. 


At the 46th annual meeting of 
the Pennsylvania Institute of Cer- 
tified Public Accountants, held this 
year in Philadelphia on June 14 
and 15, reports were made by: 
Mr. Ross, as Chairman of the 








Historical Committee; Mr. Haas, 
as Chairman of the Committee on 
Institute Publications; and Mr. 
Mark E. Richardson, as Chairman 
of the Committee on Professional 
Ethics. Mr. Richardson was re- 
elected at the meeting as Chairman 
of the Committee on Professional 
Ethics; he also served as Chairman 
of the Publicity Committee for the 
annual meeting. 

Mr. Drabenstadt is serving asa 
member of the Pennsylvania Board 
of C. P. A. Examiners. 

Mr. Russell was elected president 
of the Michigan Association of 
Certified Public Accountants at its 
annual meeting on June 11. 

At the Wartime Accounting Con- 
ference held in Detroit on May 5, 
under the joint auspices of the 
American Institute of Accountants 
and the Michigan Association of 
Certified Public Accountants, Mr. 
Russell served as Chairman of the 
afternoon session. 

The Detroit Board of Commerce 
arranged a panel discussion of ‘‘ War 
Contracts—Curtailment and Can- 
cellation,” which was held on June 
1, and in which Mr. Russell par- 
ticipated as a member of the panel. 





The April, 1943, issue of The 
Accounting Review contained a re- 
print of “Mode of Conducting an 
Audit,” which Mr. Staub had 
written in 1904. The following note 
was appended by the editor of the 
Review to the article, as an explana- 
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tion of why he was publishing it at 
this time: 

This article, which won the author a prize 
at the first international Congress of Ac- 
countants in St. Louis in 1904, is reprinted 
from the official record of the Congress be- 
cause of its historical interest as the earliest 
authoritative description of the typical 
American audit program. The same 
author’s new book, Auditing Developments 
During the Present Century, is reviewed else- 
where in this issue. 


A condensation of the article 
appeared as the leading article in 
the June, 1943, issue of The Ac- 
countant’s Digest. 


At the 24th Annual Cost Con- 
ference held by the National Asso- 
ciation of Cost Accountants in 
Boston, June 22 and 23, Mr. Staub 
spoke on “‘War Time Problems in 
the Presentation of Financial State- 
ments.” Together with the other 
speakers on the day on which he 
presented his subject, he served as 
a member of a panel for the con- 
ducting of an “‘Information Please”’ 
quiz. 


Mr. Fischer devoted a substantial 
part of the past eighteen months to 
service related to the country’s war 
effort. From March to October of 
1942 he was a flying member of the 
Civil Air Patrol on Coastal Sub- 
marine Service and from November, 
1942, to March, 1943, he was tow- 
pilot and glider instructor at one of 
the Army’s glider basic training 
detachments. 


At the annual meeting of the 
Massachusetts Society of Certified 
Public Accountants, held on May 
24 last, Mr. Harvey was reelected 
Secretary. 


The Practising Law Institute is 
a nonprofit educational institution 
chartered by the Board of Regents 
of the University of the State of 
New York, which organizes each 
year a series of courses to meet the 
needs of lawyers and accountants. 
This year’s courses include a series 
of lectures on War Problems and 
Corporate Practice. , 

One of the lectures in the series, 
given on May 11, was by Mr. 
Jennings on the subject of “‘The 
Tentative Character of Financial 
Statements Under Present Con- 
ditions.”” The announced presenta- 
tion of the subject included: 

The treatment of post-war reserves in 
published statements; disclosure of war- 
time uncertainties of financial statements, 
and the significance of comments pertaining 


thereto in the report of the independent 
public accountant. 


Another series of lectures was on 
“Current Problems In Taxation.” 
The lecture of April 5 in this course 
was given by Mr. James O. Wynn 
on ‘‘ Taxation of the Income of Gifts 
and Trusts.”” Mr. Wynn was also 
one of the four lecturers on “‘Funda- 
mentals of Federal Taxation.” 


On April 27, the Philadelphia 
Chapter of the Pennsylvania Insti- 
tute of Certified Public Ac- 
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countants in collaboration with the 
American Institute of Accountants 
held a Wartime Accounting Con- 
ference at the Adelphia Hotel in 
Philadelphia. Mr. Mark E. Rich- 
ardson, of our Philadelphia staff, 
was the chairman of the afternoon 
session, at which the subjects con- 
sidered were Auditing Under War 
Conditions; War Contracts, Costs 
and Profits; and Taxation and War. 


Mr. Knoll served asa member of 
the Commerce and Industry Com- 
mittee for the 1943 Red Cross War 
Fund Campaign in New York City. 


Mr. Robert S. Warner, who is in 
charge of our St. Louis office, has 
been elected a vice-president of the 
Missouri Society of Certified Public 
Accountants. He is continuing to 
serve on the panel of supervising 
auditors attached to the Navy 
Department. 


The July, 1943, issue of The 
Controller, which is published by 
the Controllers Institute of Amer- 
ica, contained an address by Mr. 
John McCullough, of our Detroit 
staff, on ‘‘Preparing Applications 
for Relief on Form 991 Under 
Section 722,’’ which he had pre- 
pared for the Sixth Midwestern 
Conference of Controllers, which 
was held in Cleveland on May 10 
last. Due to Mr. McCullough’s 
illness at that time, the paper was 
read by Mr. Kork. 


Mr. Claude W. Hupp, of our 
Louisville staff, was the speaker on 
“‘Pay-as-you-go Tax” at a meeting 
of the Louisville Chapter of the 
N. A. C. A. held at the Brown 
Hotel in that city on July 13. 

Mr. W. G. Draewell of our San 
Francisco staff has been elected 
President of the chapter in that 
city of the California Society of 
Certified Public Accountants for 
the coming year. He has also been 
elected a director of the Society. 

The March, 1943, quarterly issue 
of The Accountant's Digest included 
a condensation of the article by 
Mr. A. R. Kassander, of our New 
York staff, on “Accounting and 
Auditing for Government Con- 
tracts,’ which had appeared in the 
January, 1943, issue of the L. R. B. 
& M. JOURNAL. 

The eleventh annual report of the 
Graduate School of Accountancy of 
Golden Gate College in San Fran- 
cisco shows the following members 
of our staff in that city to be 
members of the school’s faculty: 
Robert Buchanan, 

Corporate Regulation and Commercial 

Law 
Harry Eidswick, 

Conference and Review 
Floyd P. Karg, 

Brokerage Accounts 
Charles F. Smith, 

Estate Accounts 
and Bert K. Henry as a seminar 
leader. 
































Notes 27 





Mr. William O. Fausak, of our 
New York staff, has been admitted 
to membership in the New York 
State Society of Certified Public 
Accountants. Mr. Hugh Joseph 


Shumaker, of our Detroit staff, 
and formerly of our New York staff, 
has been admitted to associate 
membership. 





A Chance for the Old Boys to Serve 
(Continued from page 7) 


tered by a duly authorized officer 
of the Coast Guard and uniforms 
are issued. 

Now that you are in, mate, it is 
not improbable that you will meet 
an ensign in the pursuance of your 
duties; that junior accountant you 
nursed last year, and don’t forget 
to salute! Unless you are the com- 
mander of a flotilla, the highest 
rating you can get is Chief Petty 
Officer. 

It should be understood that 
training is the original intent of 
the Reserve organization. There- 
fore, while you may enter as 
seaman, 1C, your aptitude in ab- 
sorbing gunnery, communications, 
seamanship, navigation, etc., will 
be considered for advancement. 
Experienced boat owners, providing 
the boat passes inspection, may 
come in at higher ratings up to and 
including Chief Petty Officer. Inci- 
dentally you may make a striking 
figure in a uniform; that bay 
window you have been dragging 
around can disappear through your 
own efforts, motivated by pride 


or work. By the way, the chow 
issued is excellent. 

The membership in this branch 
of the armed forces is, of course, a 
military secret but it can be said 
that Reservists are on duty twenty- 
four hours a day, seven days a 
week, from coast to coast, on 
inland waterways, bays, harbors, 
and navigable waters, on docks, 
beaches, and other designated re- 
stricted areas. 

A radio commentator recently 
made a few wild and sarcastic 
passes at the Reservist. Among 
other things, he said it was a great 
life sailing about on Uncle Sam’s 
gasoline. The gentleman was right 
in one respect only. It is a great 
life, working and having fun work- 
ing, but you can be sure that all 
Reserve vessels operate only under 
orders of the operations officer of 
the Coast Guard station in the 
immediate locality; if not, they 
are subject to the laws and regu- 
lations of the Coast Guard. An 
illegal joy ride would not compen- 
sate me for a term in the brig! 
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The Ross and Montgomery Prizes 
(Continued from page 17) 


the member of the graduating class 
of the School of Business of Colum- 
bia University who has specialized 
in Accounting and who is deemed 


by the staff of the School to be most 
proficient in all courses. This year 
the prize was awarded to Mr. 
William John Scharffenberger. 





Montgomery Library of Accountancy 
(Continued from page 18) 


such as the Montgomery Library, more 
valuable than ever. 


Quite a number of other account- 
ing records than those of Clement 
Biddle are described in the report. 
The importance of Philadelphia as 
a shipping and mercantile center in 
the early days of our country is 
illustrated by the number of Phila- 
delphia items which are mentioned 
in the librarian’s report. 


The Montgomery Library of Ac- 
countancy, as it has been built up 
over the years, is a tremendously 
interesting collection, and the mem- 
bers of our New York staff par- 
ticularly are encouraged to visit the 
Library and acquaint themselves 
with some of the books and other 
records which throw historical light 
on the development of commercial 
records and accountancy in 
America. 





Editorials 
(Continued from page 21) 


advance any defensible theory for its in- 
clusion. 

“Here it would seem that the taxing 
authorities attempted an utterly inde- 
fensible inclusion in the tax estate of de- 
ceased of a fund put in trust by her in 1921. 
That trust ended in 1935 and the benefici- 
aries of the principal thereupon created 
other trusts with what they received. In 


respect of these further trusts, deceased had 
certain rights. 

‘No combination of calculations on any 
theory can produce a sum of $45,000 as a 
figure representing any property value 
subject to tax by reason of deceased’s 
death. It stands on the record as the basis 
merely for an extortion of excessive taxes 
from the estate.” 








* SPEED THE WAR EFFORT: 


BUY MORE WAR BONDS * 

















Lybrand, Ross Bros. & Montgomery 


Offices 


Cities Addresses 
New YoRK 4 Downtown, 90 Broad Street 
Uptown, 1 East 44th Street 
PHILADELPHIA 2 . . . . Packard Building 
CHICAGO 4 231 South LaSalle Street 
Boston 10 80 Federal Street 
BALTIMORE 2 First National Bank Building 
WASHINGTON5 .. . . Investment Building 
PITTSBURGH 22 .. . . Union Bank Building 
DETROIT 26 Book Building 
Midland Building 
CINCINNATI 2 Carew Tower 
LOUISVILLE 2 Heyburn Building 
Saint Louis 1 411 North Seventh Street 
321 West State Street 
ATLANTA 3 Healey Building 
First National Bank Building 
Shell Building 
SAN FRANCISCO 11 . . . 2 Pine Street 
Los ANGELES 13 . . . . 510 South Spring Street 
SEATTLE 1 Skinner Building 


EUROPE 
LONDON, ENGLAND . . . 3 St. James’s Square, S. W. 1 








